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GENERAL COMMENTS

The language of present Internal Revenue Code Section
305(b)(2), of which the proposed regulations are supposedly

interpretive, is substantially the same as that of Section
115(f)(2) of the Revenue Act of 1936 and of Section 115(f)(2)

of the Internal Revenue Code of 1939.

Those prior enactments,

like the present provisions of the Internal Revenue Code of

1954, provided, in substance, that when any of the shareholders
had an election, whether exercisable before or after the

declaration of a dividend, to receive the dividend either in
money or in stock, then the dividend is taxable regardless of
the medium in which paid.

Regulations promulgated under the Revenue Act of
1936 and the Internal Revenue Code of 1939 contain little more

than a restatement of the statutory language.

However, those

regulations, and the statute itself, have long been interpreted
to bring Section 305(b)(2) into effect only if the shareholder,

as to a particular dividend, could have elected to have been

paid in cash or other property as an alternative to a distri

bution of stock or rights to acquire stock.
The present proposed regulations extend the concept
of the shareholder "election” far beyond any interpretation

-2that could have been drawn from the statute, from previous

regulations, or from any consistent administrative practice

which, aside from the narrower concept expressed in existing

regulations, might have been adopted by the Internal Revenue
Service.

We believe that the proposed regulations are yet

another attempt on the part of the Treasury Department to
legislate by regulations.

This conclusion is borne out by the

fact that the results which would be accomplished by the pro
posed regulations were the object of the legislative recommend
ation made by the Advisory Group on Subchapter C

some ten

years ago, in suggesting the addition of Section 305(b)(3).

And, in making the recommendation, the Advisory Group commented,
"The Advisory Group recognizes that there are arguments against
adopting its proposal and that the proposal should not be adopted

if it is deemed as a matter of congressional policy to facili
tate corporation financing by making it possible for taxpayers

to escape the burden of the high-tax brackets to hold common

stock paying regular nontaxable stock dividends and those
desiring money dividends to hold a common stock paying regular

dividends in money.”

Considering the fact that the adminis

tration of these proposed regulations would involve thousands

of stockholders who could not justifiably understand why they

should have dividend income in some of the situations described
by these regulations, there are even more than the usual
number of reasons why such a result, if it is to come about at
all, should do so by legislative rather than administrative

action.
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Even if the results were to be brought about by

legislative change, it should be disturbing to the administration

to consider the stockholder reaction.

Even for the initial

owner of one or more of the kinds of stock described in the

proposed regulations, it would be difficult for him to conceive

that he realizes income simply because the conversion rate
inherent in his stock has increased.

It would be impossible for

the second owner to understand that, in purchasing the stock
from the previous owner, he is presumed to be sufficiently
sophisticated to have made an "election" to bring about the
tax results which the proposed regulations would impose.

And

it would be almost inconceivable to an owner of the Type A

stock described in Example (4)(ii) of proposed Regulation
Section 1.305-2(b)(2) that he had received a "distribution of
stock" when a Board of Directors, over which he had no control,

declared a cash dividend on the Type B shares.
We strongly recommend that if this kind of change

is considered necessary, it should be accomplished by a
change in the statute and not by administrative procedure.

In

this regard, it is important to note that the Advisory Group
proposal provided dividend treatment only if the effect of the

distribution is to increase the proportionate interest of the

recipient in the assets and earnings and profits of the corpor
ation.

It seems to us that this is an important factor and,

if there is no such increase, the recipient has not realized
any income within the meaning of Section 61 of the Code.

